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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MORRI SON, Judge: On August 18, 2008, the IRS issued a
notice of deficiency to Bernard J. WIllians and Martha WI i ans.
The notice stated that the IRS had determ ned that for tax year
2006: (1) the WIllianses had a $99, 099 deficiency in incone tax,
and (2) the WIllianses were liable for a $19,815.80 accuracy-

rel ated penalty. On Novenber 15, 2008, the WIllianses filed a
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petition under Internal Revenue Code section 6213(a) chall enging
the IRS's determnations.! This Court has jurisdiction under
section 6214 to redeterm ne the deficiency and the penalty
determned in the notice of deficiency. There are three issues
for decision:

(1) What is the anmount of business-expense deductions
al l owable for Bernard WIlians’ Schedul e C business of serving as
an of fi ce manager for Sout heast Capital Mrtgage Co.? W hold
that the amount is $6, 790.

(2) Are the WIllianses |liable for additional self-enploynent
tax as a result of adjustnments to the inconme fromthe Schedule C
busi ness? W hold they are |iable.

(3) Are the WIllianses liable for the section 6662(a)
penalty on inaccurate tax returns? W hold they are |iable.

FI NDI NGS OF FACT

Sone of the facts have been stipulated by Bernard WIIians
and the IRS. These stipulated facts are adopted by the Court.?
Bernard and Martha Wllianms are married. They lived in Florida

when they filed their petition.

1Unl ess ot herwi se indicated, references to sections are to
the I nternal Revenue Code, as anended, effective for the
WIlianses’ 2006 tax year.

2Martha WIllianms did not sign the stipulation. Nor did she
appear at trial.
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Bernard WIllianms was self-enployed as the “office manager”
of the Mam Lakes branch of Southeast Capital Mrtgage Co. He
was paid on a conmm ssion basis. He clainms he had to split each
conmm ssion on a 50-50 basis with a loan officer. This claimis
not supported by the evidence, as we explain below Bernard
Wl lianms incurred other expenses as office manager. These
expenses were not rei nbursed.

According to the stipulation, Southeast Capital Mrtgage Co.
wrote checks totaling $119,439.84 to Bernard Wl Ilianms during
2006. However, Southeast Capital Mrtgage Co. reported to the
RS on an information return that it had paid Bernard WIIlians
$324, 128 of nonenpl oyee conpensation during 2006.

For 2006, the Wllianses filed a joint federal incone-tax
return (Form 1040, U.S. Individual Income Tax Return). Included
with the return was a Schedule C, Profit or Loss From Busi ness,
for a business referred to as “Sout heast Capital Mrtgage Co.”
This Schedule Creflected the inconme Bernard WIIlians earned as
an of fice manager for Southeast Capital Mrtgage Co.® The
Schedul e C reported gross receipts of $75,000. It also reported
expenses of $73,065, which conpri sed:

. $37,500 of comm ssion expenses (i.e., exactly one-half

of the $75,000 in reported gross receipts);

3The Wllianses filed a second Schedul e C for another
busi ness, but the IRS did not challenge it.
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. $15,575 of car-and-truck expenses;
. $13, 200 of expenses for “Qther business property”; and
. $6, 790 of ot her expenses, which were conposed of (1)

$1,500 for |egal-and-professional services, (2) $840
for office expenses, (3) $2,500 for supplies expenses,
(4) $1,300 for travel expenses, and (5) $650 for
deducti bl e neal s-and-entertai nnent expenses.
The profit was reported as $1,935, which is equal to $75, 000
m nus $73, 065.
In the notice of deficiency, the IRS determ ned that:
. of the $73,065 in expenses reported on the Schedul e C,
$66, 275 shoul d be disall owed and $6, 790 al | owed; *
. the gross receipts reported on the Schedul e C shoul d be

i ncreased from $75, 000 to $324, 128;

. the WIllianses had failed to report $73 of dividend
i ncone;
. the WIlliamses were |liable for additional self-

enpl oynent tax; and

. the WIllianmses were |iable for the section 6662(a)
penal ty.

At trial, Bernard WIllians and the I RS agreed that the

correct amount of gross receipts attributable to the Schedule C

“The $6, 790 conprised all the expenses reported on the
Schedul e C except the comm ssion expenses, the car-and-truck
expenses, and the expenses for “Q her business property.”
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busi ness was $119,439.84. |In a joint status report filed on
February 5, 2010, the WIlianses conceded that the RS s $66, 275
adj ustment to Schedul e C busi ness expenses and its $73 adj ust nent
to dividend income were correct.
OPI NI ON

One procedural matter requires attention before proceedi ng
to the nerits of this case. Wen the case was called for trial
Martha Wl lianms did not appear, nor was there any appearance on
her behalf. Bernard WIllianms did appear. The IRS filed a notion
to dismss as to Martha Wllians for |ack of prosecution, and
this notion was taken under advisenent to be acted upon at the
time the nerits of the case were decided. As Bernard WIIians
had no authority to represent his wife, and there was no ot her
appearance by her or on her behalf, the notion to dismss wll be
granted and decision will be entered against Martha WIllians for
a deficiency and a penalty in the sanme anobunts as those
ultimately determ ned against Bernard WIIlians.

1. The All owabl e Busi ness- Expense Deductions for the “Sout heast
Capital Mrtgage Co.” Business Are $6, 790.

On the Schedule C for the “Southeast Capital Mrtgage Co.”
busi ness, the WIlianses clai ned deductions for expenses of
$73, 065, an anmount which included $37,500 of comm ssion expenses.
In the notice of deficiency, the IRS took the position that none
of the comm ssion expenses were deductible and that the total

deducti bl e Schedul e C expenses for the business were $6,790. On
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Novenber 12, 2009, the Court ordered the parties to file, on or
before February 12, 2010, a report advising the Court of the
status of the case and, “in particular, the progress made towards
resolution, by settlenent or otherw se, of the issues raised in
this matter.” Pursuant to that order, the WIlianses and the I RS
filed a joint status report on February 5, 2010. The report
stated that the WIlianses conceded that the IRS s adjustnent to
the Schedul e C busi ness-expense deducti ons was correct, which
meant that they agreed that the allowabl e Schedul e C busi ness-
expense deductions were only $6,790. The status report was
signed by counsel for the IRS and by both of the WIlianses. The
| RS pretrial nmenorandum stated that the parties had settled the
adjustnments in the notice of deficiency that related to the
Schedul e C busi ness-expense deductions, a statenment which is
consistent wwth what the parties said in the status report. The
Wl lianses did not prepare a pretrial nmenorandum \When the case
was tried on Decenber 8, 2010, Bernard WIlians asserted that the
WIllianses were entitled to Schedul e C busi ness-expense
deductions for $59,719.92 of comm ssion expenses, an anmount in
addition to the $6,790.°

The status report bars Bernard WIllians from contendi ng that

t he deducti bl e Schedul e C busi ness expenses are greater than

The $59,719.92 is one-half of the $119,439.84 that the
parties agreed at trial was the gross receipts attributable to
t he Schedul e C busi ness.
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$6, 790. Wiether the statenment in the status report is considered
a settlenent or a stipulation, Bernard WIllians is precluded from
repudiating it. There is no evidence that it was based on fraud

or mutual m stake. See Dorchester |Indus. v. Conm ssioner, 108

T.C. 320, 330 (1997) (quoting Manko v. Conm ssioner, T.C. Meno.

1995-10 (“* This Court has declined to set aside a settlenent duly
executed by the parties and filed with the Court in the absence
of fraud or nutual mstake.””)), affd. w thout published opinion
208 F.3d 205 (3d Gr. 2000). Allowng Bernard Wllianms to
contend that the deductible Schedul e C busi ness expenses are
greater than $6, 790 would likely prejudice the I RS, which
reasonably thought the issue had been resolved before trial. See
Rul e 91(e), Tax Court Rules of Practice and Procedure
(stipulations are binding, although the Court may permt a party
to contradict a stipulation if justice so requires).

Even if Bernard WIllians is not precluded from contendi ng
that the correct comm ssion-expense deductions totaled
$59, 719. 92, he has failed to show by a preponderance of the
evi dence that he incurred any comm ssion expenses. Although he
testified that he paid comm ssions of $59,719.92, we disbelieve
this testinony given the | ack of docunentary evidence and the

| ack of corroborating testinony.
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2. The WIlianses Are Liable for Additional Self-Eml oyment Tax
as a Result of Adjustnents to the Incone of the Schedule C
Busi ness.

Section 1401 i nposes a tax on self-enploynent incone. Self-
enpl oynent incone is defined as the gross incone derived from any
trade or business activity, |ess deductions. Sec. 1402(a) and
(b). As aresult of the adjustnents to the Schedul e C gross
recei pts and expenses, the WIllianses’ self-enploynent incone is
greater than the amount reported on their return. Moreover, they
are entitled to an incone-tax deduction under section 164(f)
equal to one-half of the additional self-enploynent tax.

3. The WIllianses Are Liable for the Section 6662(a) Accuracy-
Rel ated Penalty.

Sections 6662(a) and (b)(1) and (2) inpose a penalty equal
to 20 percent of the portion of any underpaynent of tax that is
attributable to (1) negligence or disregard of rules or
regul ations, or (2) any substantial understatenent of incone tax.
The I RS has the burden of producing evidence of liability for the
section 6662(a) penalty. See sec. 7491(c). Bernard WIIlians has
the burden of proving that there is no liability for the penalty.
See Rule 142(a), Tax Court Rules of Practice and Procedure.

We hold that the entire underpaynment of the WIIlianses 2006
inconme tax was attributable to negligence. Bernard Wllians did
not keep books or records of his Schedul e C business, “Southeast

Capital Mdrtgage Co.” He admtted that the gross receipts and
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t he comm ssion expenses that the WIllianses reported on their
Schedul e C were nerely guesses.

Whet her the underpaynent is also attributable to a
substantial understatenent of incone tax will depend on the final
conputation of the WIllianses' correct tax liability. An
understatenent of tax is the anmount of tax required to be shown
on a return, mnus the anmount actually shown, m nus anounts
attributable to tax-return positions for which there was
substantial authority or a reasonable basis. See sec.
6662(d) (2) (A (defining understatenent) and (B) (understatenent
reduced for (1) positions for which there is substanti al
authority and (2) positions for which there is reasonabl e basis
that are factually disclosed on the return). The WIIianses
reported an incorrect tax liability on their return. It has not
been denonstrated that there was substantial authority or a
reasonabl e basis for the underreporting. See H gbee v.

Comm ssioner, 116 T.C 438, 446 (2001) (taxpayer has burden of

provi ng exenption from penalty under substantial -authority
provision or “simlar provisions”; the |IRS does not have burden
of production). Thus, there was an understatenent of incone tax.
An understatement is substantial if it exceeds $5,000 and 10
percent of the tax required to be shown on the return. See sec.
6662(d) (1) (A). The conputation under Rule 155 of the Tax Court

Rul es of Practice and Procedure will determ ne the anmount of the
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Wl lianses’ understatenent. |If it is substantial, then their
under paynment was attributable to a substantial understatenent of
i ncome t ax.

Bernard WIllianms has not shown that in filing the erroneous
tax return the WIllianmses acted with reasonabl e cause or in good
faith. See sec. 6664(c)(1l) (no penalty inposed if there was
reasonabl e cause for tax return position and the taxpayer acted

in good faith); Higbee v. Conmm ssioner, supra at 446 (taxpayer

has burden of proving reasonabl e cause and good faith; I RS does
not have burden of production). The WIIlianses are therefore
liable for the section 6662(a) penalty.

To reflect the foregoing,

Deci sion will be entered under

Rul e 155 with respect to Bernard

Wllianms, and an appropriate order

and decision will be entered with

respect to Martha WIli ans.




